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Defense without Inflation 
* 


Mr. Director: Management of monetary affairs and of government 
receipts and expenditures so as to prevent substantial changes in the 
value of the dollar is a primary responsibility of government and a 
necessary condition for an effective enterprise economy. This responsi- 
bility, I regret to say, has not been discharged with any considerable 
success. For over a decade, the value of the dollar in terms of goods 
and services has been shrinking. The level of prices, in other words, has 
been rising. Between June, 1939, and June, 1947, the wholesale prices 
of all commodities were almost doubled. And, more recently, in the short 
period between Korea and the end of 1950, wholesale prices rose another 
11 per cent. While, at the moment, one may say that prices are not actual- 
ly rising, there is, in fact, no assurance that the upward march has been 
arrested. We are undertaking a substantial armament program which 
will take, it is said, about 20 per cent of the national income to make 
ourselves and our Allies secure against aggression. 

The question before us is whether we can carry out this particular 
program without inflation. As we all know, Congress, in the desire to 
prevent inflation, has just extended price control. There has been much 
criticism of the bill which has passed. Mr. Nourse, do you suppose that 
the bill assures us that we are safe from inflation? Or, to put it a 
little differently, do you think that it would do so if all the measures of 
direct control which the administration wants were included in this bill? 


Mr. Novrse: No, I certainly do not suppose that this bill will solve 
our problem of controlling inflation or keeping it from getting out of 
hand from here on. The bill, as it went along, has been amended and, as 
s pretty generally agreed, weakened because of an unwillingness on the 
art of various parties who are concerned in this problem to accept any 
ontrol—to accept the sacrifices which are necessary to make a control 
ffective. So, quite aside from the question of the relation of direct and 
ndirect attacks upon this problem of inflation, I would say that as a 
irect attack it is not effective and that none can be effective unless we 
ave a real desire to accept and to support and to make effective a meas- 
re of this sort. This situation, I am very sure, does not obtain at the 
yresent time. 


‘Mr. Kestnsaum: I would like to say that no control bill, no matter 
ow well conceived or executed, can really deal with the underlying 
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causes of inflation. At best it can repress or postpone the incidence of in- 
flation, and it can deal with some of the symptoms. But if we are going 
to make a real and determined attack upon this problem in order to pre- 
serve the purchasing power of the dollar, we are going to have to have 
proper tax policies and monetary policies; we are going to have to under- 
take a large degree of government economy in nondefense areas; we are 
going to have to encourage savings on the part of our people; and we 
are going to have to encourage a willingness to accept the sacrifices 
which go with this kind of program. Unless we do these things, there. 
is just no hope of arresting this movement. 


Mr. Director: We are coming back to this question of direct control. 
Here I would like only to say that I consider the control bill positively 
harmful. The reason that I consider it harmful is that it takes attention 
away from the real issues; and it seems to me that we ought to get | 
these real and more fundamental issues. 

Let us specifically take the present defense effort which, as I said at 
the outset, contemplates that we will take about 20 per cent of the 
national income in, let us say, a year from now. The question before us| 
immediately, aside from what went before, is whether we can prevent) 
further inflation in the coming year. What would you say is the impor- 
tant thing which we must do to make a start in this direction? 


Mr. Kestnsaum: Certainly one very important ingredient is the adop- 
tion of a pay-as-you-go policy. We must raise our taxes sufficiently to 
cover all the new expenditures which are made so that we are not going, 
to add to this fuel by further deficits. : 

Mr. Nourse: Pay-as-you-go is certainly good doctrine, and at least in| 
the form of lip service most people agree on it. You, however, have em-' 
phasized only one side of it—that is, bringing taxes up to pay for what- 
ever level of expenditure is decided upon. But that does not settle the 
problem of itself. This is a question of broad national policy and na- 
tional security which has to be settled on its own merits. 

I would put it this way: A pay-as-you-go tax program is like a pair of 
shears. It consists of two parts: One is taxing ourselves high enough to 
keep out of a deficit situation; the other, and just as important, is to con- 
sider very carefully and to Grit as sat as possible the expendi- 
tures which we make. And I am definitely concerned when we talk 
about doubling the rate of expenditure between now and the end of the 
year. In the Midyear Economic Report of the President and from re- 
marks from various quarters, we are also encouraged to think that a like 
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acrease must take place before the end of that year. Now, you cannot 
ring taxes up to any level of that sort without seriously interfering with 
he productive process itself and thus defeating your own ends. 


Mr. Kestnzaum: Would you go so far as to say that you must scruti- 
ize defense expenditures as well as nondefense expenditures? 


Mr. Nourse: I think that we must scrutinize total expenditures and 
hat waste or inefficiency or extravagant objectives in terms of a military 
ffort are just as serious as those in terms of public works or any other 
f£ the private parts of the economy. 


Mr. Director: Could both of your comments on the importance of 
overing additional expenditure by taxation just show that we have 
nade a little progress since the last war because evidently we are now 
juite more ready to impose the necessary taxation? But I really want to 
joint out to you that what you say about taxes has, in effect, been done 
luring the past year. That is, our budget was not only balanced but was 
omewhat overbalanced and still we had a substantial amount of in- 
lation. Does that not indicate that it is not enough to have a balanced 
udget? 

Mr. Kestnsavum: Certainly this is true. But you must recognize, first, 
hat we started in a very bad situation. We were the victims of mistakes 
vhich had been made in the past in our monetary policy. We had been 
perating at a deficit in our national government for many years, and it 
vas to be expected that to add a sudden defense program on top of an 
mbalanced situation would produce undesirable results. Furthermore, 
here are some psychological factors involved here which cannot be mini- 
nized. The Korean War reminded people of the experiences of the sec- 
nd World War. They were fearful of shortages, of higher prices, de- 
reciation of quality; and the element of human action in this thing 
- very important. When individuals and businesses attempt to accumu- 
ite inventories and to buy beyond their immediate needs, you get an 
mpact on the economy which is very serious. 


Mr. Nourse: I would like to emphasize another aspect of this same 
roblem which has been going on since Korea and, to some extent, 
efore too, so far as that is concerned. There was a scramble not merely 
9 get goods but a scramble to get dollars by various groups—business- 
1en, farmers, and laborers. All of them said, “Here, a pinch is coming, 

d we want to get our contractual relations set up in such a way that 
e will have enough dollars to buy the same amount of goods even 
= prices are rising.” 
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It really means that each one was trying to exempt himself from bear- 
ing some of the burden of a common scarcity which is entailed by the 
necessitative defense. We have heard a whole lot about “equality of 
sacrifice,” but the way it seems to be interpreted is that no one shall 
have any sacrifice, because other people are not having any or at least 
not as much as a given person thinks that they should have. : 


Mr. Director: Of course, if I understand what you are both saying, 
and it does not seem to be too helpful, it is that there are lots of ways. 
in which increased expenditures actually get started. But I want to call 
to your attention that in spite of what you say about psychological factors 
and expectations of inflation, these things cannot operate unless there is a 
monetary means by which they are effected. And that is not only a ques- 
tion of theory, but it is a question of fact. Inflation during the past year 
has been the result not of the things you mentioned; it has been the re 
sult of the fact that the federal government has permitted bank loans to. 
rise by about ten billion dollars; it has permitted the credit, the circu- 
lating medium, to rise about 7 per cent. Therefore, it is not surprising 
that prices have risen about 10 per cent. 


Mr. Novrse: But, Director, you surely do not mean to say that these 
things which have been going on in the market in marking up wages. 
and prices have not had any effect. They have created the very problem 
against which you would have to get some sort of a checking or braking 
mechanism through your monetary machinery. 


Mr. Director: Not at all. People always want to mark up prices and 
raise wages, but they cannot mark up prices and raise wages unless the 
monetary means are there to make them effective; and that is the place 
at which the government has control over these prices. 


Mr. Kestnzaum: Yes, but, in all fairness, you ought to take into | 
count the situation in which the government finds itself. In the first’ 
place, it must get an immediate increase in total production of the econ- 
omy. Secondly, it must finance and facilitate the financing of new de- 
fense installations, of new defense plants. All this requires a loosening-up 
and a building-up of the economy, not the kind of restrictive action 


which would be involved if you were to try rigorously to control the 
supply of money. 


Mr. Nourse: Here is exactly where the heart of our disagreement 
comes, Director, I think. You seem to me to talk as though the mone 
tary authorities created the supply of money, and then businessmen and 
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age-earners, and farmers, and so forth, responded by marking their 
ods up. I think that you are trying to make the tail wag the dog. This 
fluence which comes from the market itself is a prime mover in the 
tuation. Of course, it could not have taken the course which it has if 
e had not had a very elastic currency system. 


Mr. Direcror: Which simply goes to show that we could have stopped 
ie behavior of all individuals in the community in their tracks if we 
ad stopped the creation of money during the past year. 


Mr. Kestnsaum: This does not seem quite reasonable. In the first 
ace, as I tried to suggest before, we are the victims of prior mistakes. 
Je did have a broad basis on which inflation was possible. We had been 
erating with deficits in this country which already created some lack 
‘confidence with respect to the future of the dollar itself. Now, with 
ie sudden impact of a situation like Korea and with the fears which 
ere aroused, in my judgment it would have simply been impossible 
ithout actually wrecking the economy to introduce controls which 
ould have prevented all inflationary movement. And I am not con- 
need that some degree of inflation at this point was completely unde- 


rable. 


Mr. Director: You seem to base your argument, in part, on the point 
at it would be bad to have a strict monetary policy, and, in part, you 
em to base it upon the fact that it is somewhat impractical to do it, 
hatever that may mean. Let us, therefore, see what you would say are 
e ingredients of the additional policies necessary in order to prevent 
flation. Mr. Nourse, what would you add to strict monetary policy and 
yy-as-you-go which, as I remind you again, we have had during the 
ist year? 
Mr. Nourse: No, I do not think that you can say that we have had 
y-as-you-go in an established policy which will continue and deal with 
ur problems from here on. We have had a billion dollars of deficit in 
is past month. Of course, that is not just typical of what the twelve 
onths will be, but it is pretty generally conceded that we have moved 
t of that temporary period when tax increases began to yield money 
ore the real rate of government spending had been stepped up. So 
at I would have to come back and not let you eliminate that, as you do, 
something which is already taken care of. I think that it is not taken 
e of and that it needs to be taken care of. 
Ax. Kestnsaum: Is it not true that we face a probable deficit of about 
en billion dollars this year? 
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Mr. Nourse: Well, there are all sorts of figures. 


Mr. Drrecror: Of course, if we do not raise taxes to cover additional 
expenditures, we will have a deficit. But I take it that we are agreed, 
first of all, that we should cover additional expenditures by taxes. 


Mr. Nourse: But not without consideration of how large the expendi- 
tures are and, therefore, how heavy the tax burden would have to be. 


Mr. Kestnsaum: Director is correct in saying that we agree that you 
begin by increasing the tax burden so as to take care of any deficit which: 
is contemplated for the coming year. But certainly these measures will 
not by themselves control the inflationary pressures. 

Nourse has pointed out that we have to eliminate waste in govern: 
ment. Our federal and local governments are today spending almos% 
a third of the national income. These expenditures must be carefully 
scrutinized, and we must defer anything which can be deferred untii 
some future time. This is not the time to pile new expenditures upo 
old ones, except those which are absolutely necessary. 


Mr. Nourse: And we must introduce the highest degree of thrift anc 
efficiency in the expenditures which are made. 


Mr. Direcror: Well, what else? What else do we need? 


Mr. Kestnsaum: Something should be said for the system of pric 
controls which is being suggested. While they will not correct or reall 
control inflation, they satisfy certain psychological needs. The peopl 
believe that some price control is desirable. 


Mr. Director: I want to remind you that people believe that becaus 
we tell them that that is the right thing to do. It seems to me that o 
function is not to tell people what they believe but rather to outline f 
them what are the ingredients of policy which will, in fact, prevent ir 
flation. 


Mr: Nourse: It is a natural spontaneous sort of reaction to say tha 
“there-ought-to-be-a-law.” We are pinched in our pocketbooks here, an 
so we say that the government should do something about it. 

Mk. Direcror: And Mr. Kestnbaum is contributing to that by sayin 
that of course we all recognize that people want price control, a 
though even he does not think that it will do much good, he thinks tha 
we ought to have it. 


Mr. Kestnzaum: No. As it happens I have never been an advocate ¢ 


price control, but now that we have a system of price controls and no» 
that we have some political manipulation in this matter, because 
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labor unions have indicated that they are unwilling to accept limitations 
on earnings unless prices are controlled in some way, it is pretty clear 
that, although this has some value—minimal value perhaps, but some 
value—we must recognize that these price controls will not work by 
themselves and that their success is dependent upon the other factors 
that we are discussing here. 


Mr. Nourse: I want to come back to the original point which I made 
there. You say that we have a price-control law now. We have a price- 
control law which has, from the beginning, kept punching holes in 
ceilings as fast as it put ceilings on. I think that it could be said that 
about all that the direct price control would affect at the present time 
is to make a rather orderly process. In other words, they would disci- 
pline somewhat or make a little more regular, under government orders, 
a process which still would go on. 


Mr. Drrecror: Of course, from my point of view, the more holes there 
are in the price-control bill, the better I like it, because I really think that 
direct price control has little or nothing to contribute to preventing in- 
flation, and, as I said earlier in the program, it is harmful because it 
prevents adjustment of relative prices during a period when important 
changes are taking place and the relative price changes ought to be 
allowed to take place. In fact, a strict system of price control fully en- 
forced would, I think, do two things: It would impair the general effi- 
ciency of the economy, and, secondly, I suggest that it would make much 
more difficult the direction of resources to the military effort. 


Mr. Kestnsaum: Would this not depend on how such a price-control 
system was administered? 


Mr. Drrecror: No, I do not think that it would depend upon how it is 
administered, because it seems to me that what you would be saying 
is that it is possible to administer it so that it operates the way the free 
market would operate—that is, to raise those prices which should be 
raised and to lower those prices which should be lowered. But if ad- 
ministrators are at all capable of doing anything like that, we do not 
need them; and I suggest that they are not very capable of doing that. 


Mr. Nourse: But then I think that you are making an argument 
against your own position for over-all control on the credit side. You are 
saying that you want the free market to make these adjustments against 
the several prices. 


Mr. Director: That is right. 
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Mr. Nourse: Yet, in terms of credit extension you are going to put it 
in a strait jacket. 


Mr. Drrecror: That is right. 


Mr. Nourse: And that would operate against that flexibility in the 
making of adjustment which is very necessary at a time like this. 


Mr. Direcror: Not at all; not at all. The people who produce goods 
which are not now much in demand will be the people who will not be 
much in the market for control and for credit, whereas the people who 
are producing the things which are really wanted in the community— 
I am using that in a strict sense—will be precisely the people who will 
get their credit from the banking system. Our defense program is a pro- 
gram of diversion. It is not a program of addition. 

Incidentally, I am rather surprised, Mr. Kestnbaum, that no comment 
has been made today on the possibility of preventing inflation by added 
output. 


Mr. Kestnsaum: Oh, this is a favorite argument on the part of many 
of my colleagues, and I must say that the system will have to produce: 
a great deal more to meet the requirements of a high standard of living 
and of a defense program. But it is a great mistake to assume that pro- 
duction alone is the answer to this problem. Increased production is im- 
portant and useful and necessary. But to assume that the mere increase: 
in output will solve the inflationary pressures is, I think, one of the car- 
dinal mistakes which is being made today; and it would be a good idea! 
to lay that fallacy to rest if we possibly can. 


Mr. Nourse: I would like to make the point there that the one way 
in which production would help to solve the problem would be if you 
got costless additional production—in other words, if everybody put his 


back into the production effort so that we had additional goods without 
turning additional dollars into the system. 


Mr. Director: Oh, you are just accepting my position—namely, that 
the crucial thing is whether we add any dollars. 


Mr. Nourse: No. 


Mr. Direcror: Of course, if we had an added output without dollars 
we could prevent inflation. 


Mr. Nourse: I am not accepting your position. I am discriminating 
at one part the position which is sound and others which are not sound 


Mr. Kestnzaum: Well, certainly we know that we must have some 
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increases in production and that that increase is desirable which pro- 
duces units at lower-than-average costs in an industry or in an area. 
That kind of increased production, especially if it is needed in the de- 
fense program, is highly desirable. I am not so sure that a large increase 
in some frivolous item would add very much to the defense effort. 


Mr. Nourse: Or even the attempt to turn out added product where 
we have as high a level of employment and as tight a goods market 
probably means that additional product would be obtained at more-than- 
average cost. It would run up quite sharply. 


Mr. Director: I would, in fact, say that this emphasis on increased 
production really makes no contribution at all to preventing inflation. 
Increase of production on particular things will, of course, solve the 
problem of relative prices. That is, if more output of scarce things is 
produced, those prices will not rise as much as they would otherwise rise. 
But increased production, which is accompanied by increased money 
supply—that is, it gives rise to additional income—will, I say, do nothing 
at all toward solving the inflation problem. 


Mr. Kestnsaum: It does reduce the pressure of an excess money on a 
limited amount of goods. Many people have felt that if we could intro- 
duce expenditures which are of low labor-cost factors—items such as 
travel, where you could use marginal facilities—these would use up some 
money without increasing the demand for goods which are in short 
‘supply. 

Mr. Nourse: An unincreasing supply of critical materials even at 
somewhat higher average cost would break bottlenecks and thus prob- 

‘ably be beneficial, but it is not a general panacea by any manner of 
-means. 


Mr. Kestnzaum: Even though that probably has some inflationary 
effects. In other words, the suggestion made here is that some degree 
of inflation, carefully managed, may facilitate the rapid building-up of 
the kind of defense effort that we need. It must be held, however, on a 
basis that does not ruin or injure the economy or permanently weaken 
our ability to handle even greater efforts than are now called for. 


Mr. Director: You seem to have introduced still a third factor. You 
have argued, first, that we cannot prevent inflation only by monetary 
and tax methods; and now you are really turning around to say, “Well, 
a little inflation is perhaps a good thing.” 
The discussion of the last point would take us a little far afield. Let us 
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try to go back to this question which is strictly the task before us— 
namely, that of preventing inflation, even though it may be a good thing 
to have a little inflation. 

Mr. Kestnzaum: By monetary means? 

Mr. Direcror: Yes. And I would really like to get more specific state- 
ments from you gentlemen as to why you think that it would be im- 
possible to prevent an expansion in the supply of money during a period 
when we are trying to shift over a portion of our resources to another 
purpose—i.e., armament. 

Mr. Kestnsaum: Well, if you would try to visualize what would be 
involved in such a program, it seems to me that it would involve oper- 
ations on the part of the Federal Reserve, such as selling securities, which 
would affect the price of our government securities. 


Mr. Drrecror: What is wrong with that? 


Mr. Kestnsaum: The effect of that certainly is to impair the ability 
of our government to sell bonds in the future. 


Mr. Drrecror: Not at all. The effect of that is simply that the govern- 
ment will have to pay the market rate of interest which is what we 
expect people to do in such circumstances. 


Mr. Kestnpaum: Well, if this process went very far.... 
Mr. Drrecror: How far would it go? 


Mr. Kestnsaum: Let us suppose that government bonds went down 
to something like seventy—that is, a hundred-dollar bond went down 
to seventy, or a thousand-dollar bond down to seven hundred—first, 
what would happen to the holders of all these bonds who have bought | 
them in good faith? 


Mr. Direcror: They would lose on the capital value of those bonds. 
Mr. Kestnsaum: Well, that is a pretty severe remedy. 


Mr. Director: We never gave them any promise that we would main- 
tain the price of bonds forever, except in the case of E bonds, and they | 
are a special case. . 


Mr. Kestnsaum: That is true, but these bonds were sold on the repre- | 
sentation that they were the obligations of the government—and that 
they. a 


Mr. Director: They are so. 


Mr. Kestnsaum: .. . certainly would not have been bought by anyone | 
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who did not assume that they were going to be that. 


Mr. Drrecror: Oh, but governments have operated for hundreds of 
years and enterprises operate today by selling bonds without any guaran- 
tee that the price of those bonds will be maintained. The only thing 
which is important is that they should pay the necessary inducement— 
i.e., the necessary rate of interest—unless you want to argue that it is 
really desirable to sacrifice the price level—that is, to accept inflation— 
in order to have a sure rate of interest for the government bond. 


Mr. Kestnsaum: No. But what I am trying to say is that the govern- 
ment must preserve its credit, because we are still in a defense program. 
If we should ever get into a big war or a larger program, the credit of 
the government would be a very important factor. And what I am trying 
to suggest is not in complete disagreement with your theory but simply 
to point out that if applied unintelligently or arbitrarily, it would seri- 
ously affect the credit of the government and the defense program itself. 


Mr. Director: The security as now planned means that we must 
give up a portion of aggregate output. We must use the capital, labor, 
and materials which are responsible for this portion of output to pro- 
duce the military supplies for the security program. The way in which 
we proceed will determine whether or not we have inflation in the 
coming years. Inflation is not something which is inevitable. If we have 
inflation, it will come in one of two ways: If, as government expendi- 
tures increase, taxes are not raised enough to cover these expenditures 
or even if all expenditures are covered by taxation, individuals and 
enterprises find it possible to increase their expenditures by getting ad- 
ditional money from the banks. 

_Iconsider the creation of new money as the crucial factor. Additional 
‘expenditures financed by additions to the money supply are inflationary, 
whether made by government or by the individual citizen, and it is the 
government which has the power to determine whether or not the supply 
of money shall be kept constant or increased. 

We seem to have come to a kind of agreement today, I would say— 
namely, that there are at least two important ingredients of a policy to 
prevent inflation, that is, to have defense without inflation. We must see 
that the government does not contribute to additional expenditures with 
new money, and we must also see, although I understand you two dis- 
sent somewhat, that private individuals are not permitted to add to ex- 


penditures with new money. tad 
But Kestnbaum, as I understand it, emphasizes-the possibility that 
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there will be added expenditures financed without new money. He re-_ 
fers, of course, to the large volume of liquid savings in the hands of the © 
public. And this, I suggest, is always a possibility, and it is especially so 
when public officials are proclaiming the imminence of inflation and 
giving no assurance of solid measures to prevent it. My only comments 
on this, as a follower of strict monetary policy, is that if it should ever 
happen in this way, the monetary authorities have ample power to con- 
tract the supply of money to offset the added expenditures. Kestnbaum 
also emphasizes the role of speculative purchases by consumers and 
enterprises as a general psychological factor. My only comment is that 
wishes and expectations become effective only if monetary means are 
available to make them effective and that monetary policy, by denying 
these means, can frustrate the transactions which would give rise to price 
increases. 

I know that at this stage Nourse would say that that is all very well 
but that in the process of frustrating these transactions you would also 
frustrate the business process in general. To this I would answer that 
there is little or no danger of any inflation taking place at a time when 
the government is making large expenditures and that deflationary pres- 
sure as such will, in fact, promote the shift of resources from peace to 
war. Nourse also emphasizes the importance of trade-unions in demand- 
ing and getting wage increases, and I suppose that he would say not 
only trade-unions but business enterprises and agricultural interests in 
general, thus ending in a general price increase. 

Again, I would note that such spirals become effective only if the 
monetary means are there to make them effective, and I would add that 
both trade-unions and enterprise monopolies tend, on the whole, to keep 
down the level of prices and wages when monetary expansion forces 
them upward. I am by no means a defender of trade-union or other 
monopolies, but I have to grant that in these circumstances they do not 
force inflation. 

Both Kestnbaum and Nourse assign some value to direct price con- 
trol as a method of reducing inflation. As against this I hold that such 
measures are both unnecessary and undesirable. They weaken the neces- 
sary emphases on monetary and fiscal measures, and their role in check- 
ing monetary expansion is negligible. They deal with symptoms and 
suppress the effects of monetary expansion only for the time being. 
Moreover, changing conditions call for changes in relative prices and 
suppression of such changes impairs the efficiency of the economy and 
interferes with the shift of resources to the armament effort. 


Selections from 


PRESIDENT TRUMAN’S MESSAGE TRANSMITTING 
THE MIDYEAR ECONOMIC REPORT TO CONGRESS 
JULY 23, 1951 


* 


[HE security of the free world is not a matter of guns alone. It requires 
so economic, political, and moral strength. The defense program of the 
Inited States embraces all of these. 

In the next days and weeks, the Congress will decide the future of this 
omprehensive defense program. 

In its consideration of military appropriations, the Congress will de- 
ide whether we as a nation are going to achieve adequate security in the 
lext few years. 

In its consideration of the Mutual Security Program, it will decide 
whether we will continue to join boldly in marshalling the whole 
trength of the free world in a common resistance to Communist 
iggression. 

In its consideration of the Defense Production Act, it will decide 
vhether we will channel our resources effectively to meet the demands 
£ national security. 

Th its consideration of that act and of revenue legislation, it will de- 
ide whether the line will be held against inflation. ... 

Our total security program costs have now reached an annual rate of 
nore than thirty-five billion dollars. In terms of constant prices, this is 
Imost twice the level of a year ago and 50 per cent above the level of six 
nonths ago. 

These costs are scheduled to increase to an annual rate of more than 

ifty billion dollars by the end of this year, and to nearly sixty-five billion 
yy the middle of 1952. The proportion of the nation’s total output de- 
‘oted to security purposes, which was about 6 per cent before Korea and 
s about 11 per cent at present, will rise to approximately 15 per cent by 
he end of 1951, and will approach 20 per cent by a year from now.... 
For this purpose [to help strengthen the other free nations] I have 
ecommended appropriation of 8.5 billion dollars for fiscal 1952. Of this 
mount, 6.3 billion dollars are to provide military assistance to other 
ations of the free world where incréased military strength is needed 
> combat or forestall Communist aggression or subversion. . . 
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The remaining 2.2 billion dollars would consist of economic aid. Over 
half of this amount would go to western Europe, in order to create the 
kind of economic strength which is necessary to support an increased 
European rearmament effort, and to do this without sacrificing the po- 
litical and social stability required for security in the long run... . Else- 
where in the world, where the problem is more economic than military, 
such assistance will help the peoples to combat the poverty, disease, and 
illiteracy on which Communist subversion thrives. .. . 

The magnitude of the proposed security program, including foreign 
assistance, is well within the capacity of our productive resources. Pro- 
posed outlays for assistance to the other free nations over the next year 
comes to less than 15 per cent of our total security program, and to only 
about 2 per cent of our estimated total output during this period. We can 
carry forward both the domestic and the foreign aspects of our total se- 
curity program, and still maintain domestic consumption and business 
investment at high levels. ... 

We must be sure in the conduct of this program that other nations 
do their full share. 

During the past year, the growth of production in the American econ- 
omy has been very large. During the second quarter of 1950, our total 
output was at an annual rate of about 300 billion dollars, measured in 
today’s prices. During the second quarter of 1951, measured in the same 
prices, our total output rose to an annual rate of 300 billion dollars, or a 
real gain of thirty billion. This gain far exceeded the increased outlays 
for national defense. Our economy is stronger now than it was when the 
defense build-up started. 

This growth in our productive power was not achieved without con- 
siderable inflation, partly because the measures for controlling inflation 
took time to enact and get into operation. But since these measures have 
been in full swing, we have continued to expand total output without 
inflation. That is a salient fact about economic developments since the 
early part of this year.... 

The Council of Economic Advisers estimates that we have the ability 
to increase our total output by at least 5 per cent within a year’s time. 
This goal is practicable, and we should strive to surpass it... 

Manpower is our prime productive resource. Within a year, through 
various programs for the voluntary mobilization of our manpower re- 
sources, as well as through population growth, we should expand our 
total labor force by one and a half to two million persons. This expan- 
sion is entirely possible, and with it there should be no general man- 
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ower shortage, although there will be shortages in certain skilled trades, 
ind in some industries longer hours will be needed. .. . 

A number of basic expansion programs have been prepared by the 
lefense agencies, and are now going forward under continuing review. 
n steel, the program calls for an increase of capacity from 107 million 
ngot tons annually now to nearly 120 million tons by the end of 1952. 
The aluminum program is planned to more than double our 1950 rate 
f output by the end of 1953. The proposed electric power program 
ooks toward a 40 per cent increase of generating capacity by the end of 
O53... . 

After the Korean outbreak, a wave of inflation swept over most coun- 
ries. It was less serious in the United States than in some other places. 
sut even here, it raised living costs by 9 per cent, and wholesale prices 
y 16 per cent. This inflation encouraged speculation, and put heavy 
uurdens on many of our people. Those fortunate enough to have rising 
ncomes were able to maintain their living standards. But more than 
alf the families of the nation had no income gains between early 1950 
nd early 1951, and almost one-fifth suffered actual declines. 

During the past few months, there has been relative price stability. 
Nholesale prices are now somewhat below the peak levels of last March. 
Sonsumer prices are no longer soaring, although they rose slightly from 
‘ebruary to May. 

The easing of the inflationary pressure since spring has been due partly 
o larger civilian supply. It has also reflected higher taxes, credit re- 
traints, and the application of price and wage controls early this year. 
Aoreover, as the military situation improved, many consumers switched 
rom frantic buying to cautious buying, while businesses felt that some 
nventories were excessive, and curtailed their orders. 

These recent developments have led some people to think that the in- 
ationary trend is ended. This is a dangerous assumption. We cannot 
ccept it as a guide to national policy. 

The fundamental fact is that we must increase the annual rate of na- 
ional security expenditures by about thirty billion dollars during the 
ext year. In order to produce more airplanes, tanks, and other mu- 
itions, we must continue the cutbacks which have been made in the 
roduction of consumer and investment goods, and possibly make some 
urther cuts.... 

It is estimated that, by a year from now, personal incomes before taxes, 
yeasured at an annual rate, may rise to a level fifteen to twenty billion 
ollars above the current annual rate. If taxes and savings are not sufhi- 
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ciently increased, there would thus be a growing disparity between the 
incomes which people would desire to spend and the supply of consumer 
goods. This disparity represents the inflationary gap. If controls were 
to be relaxed, the inflationary gap would be greater—probably very much 
greater. The price-wage spiral would again be set in motion.... 

There is no more important single measure for combating inflation, 
under present circumstances, than the maintenance of a balanced budget. 
The substantial increases in taxes adopted by the Congress since the 
Korean outbreak have helped to stabilize the economy and aided in halt- 
ing the price rise. The public approval of these tax increases has demon- 
strated that the American people are ready to pay the price of protecting 
our way of life. 

Government expenditures for national security have risen from an 
annual rate of eighteen billion dollars (in present prices) before the 
Korean outbreak to a current rate of about thirty-five billion dollars. It 
has been pointed out that the annual rate of these outlays is scheduled 
to increase by about thirty billion dollars within the next twelve months. 
This increase, even when accompanied by economy in other expendi- 
tures, is bound to result in growing deficits under present tax legislation. 

To put our security program on a pay-as-you-go basis, and to reduce 
the inflationary pressure which this program will generate, we need an 
increase in taxes of at least ten billion dollars this year.... 

We must also continue to pare down less essential or postponable 
public spending. This is another avenue toward a balanced budget and 
toward the control of inflation. The less urgent public activities of Fed- 
eral, state, and local governments should be reduced or retarded, until 
the security build-up has passed its peak, or until our over-all productive 
power catches up with the increased burden imposed by the security 
program. ... 

Underlying strength, for the long pull, includes education and train- 
ing, health services, development of natural resources, research, and 
scientific progress. We must strike a careful balance, not doing so much 
of all of these things as we ought to do in normal peacetime. 

The budget which I have submitted to the Congress for the current 
fiscal year represents a minimum program consistent with this policy. .. 

Credit expansion contributed to the inflation of the past year. We must 
prevent it from adding to future inflationary pressures. .. . 

Effective measures of selective credit control, such as regulation of con 
sumer and real estate credit, are needed. The legislative authority t 
impose them should not be impaired. 


Perret cater iclivion Wer: tGnactow ihe rags Spe 
tinistrative discretion within which the Board of Governors ee shee 
al Reserve System could operate in exercising selective credit con- 

als. I recommend that the Congress avoid unwise limitations upon ee 
an instrument which has clearly proved its worth. 

I have recommended several times that the Congress authorize the 
acing of margin requirements on speculative trading in com ap 
res. I repeat this recommendation now. Similar provisions for mar- Ne 

A requirements in stock trading have proved very useful. 59 eee 
Beutbority to impose additional reserve requirements when ee . 
d strengthen the Federal Reserve System’s influence over credit _ 
iions with minimum effects on the needs of debt management. . . . 
Voluntary saving is an essential part of a well-rounded anti-inflatia 
‘open a 
¢ Government savings bond program is very important in whee 
promote voluntary saving. The Treasury has carried on an ir 
yroll savings drive since shortly after the outbreak of hos' 


oprea. Commencing on Labor Day, the Treasury eee 
rn ft les on 


cause it is a voluntary program, this effort must Seek 
alysis 1 not only by the Government, but also by every voice | 
ard throughout the country. 
Indirect measures for controlling inflation are vitally 
inflationary pressures as large as those which we 1 
ar ahead, indirect controls are not enough. Sh ust 
pie price and wage controls. . tae S 
he basic objective of price control Reet ies a d the genera 
Ceiling prices should not be raised except where al t 
quate production incentives to business, or to 
‘situations. ... Just as some upward adjust 
nee ded, some rollbacks will be needed in. 
re prices or profits are excessively high. . 
nis requires es patch 
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large that, after woes die ues for 1 
they would seriously inflate total demand. Secon¢ 
quate incentives for increased productive ‘effort and red e 
equities in the wage structure. And third, it should minimize W 
creases of a kind which would require price increases. _ 

The achievement of these objectives is the primary task of the W z 
Stabilization Board. In the January Economic Report, I pe hea 
agreement with the principle that effective wage stabilization in a 
mocracy requires the active participation and cooperation of mar 
ment and labor. This is being attained through the present Wage Stab’ 
zation Board, which contains equal representation of those two grot . 
and of the public. a 

In addition to its stabilization responsibilities, the board is empowered 
to handle labor disputes affecting the national defense program if parti 
jointly submit their case for recommendation or decision. The board 
also empowered to recommend a settlement in labor disputes certified | 
by the President as threatening the progress of the national defense pro: 
gram. The labor dispute oe of the board are the minim 
necessary for the mobilization effort. . . 

The board has recognized that wages kode be adjusted to compe 
sate for changes in the cost of living. ... The Wage Stabilization Boa 
has taken steps to deal with the difficult problems of productivity allow-— 
ances and so-called fringe benefits. Within proper limits, productivity” 
allowances provide desirable incentives and can make a real contribution» 
to the mobilization effort while some fringe benefits may be anti-1 la- 
tionary. . q 

The Sonia of rents is important to the success of our mobilization 
effort. As we expand output in different industrial areas, we have to: 
attract outside workers who would be repelled if rents were allowed te 0 j 
rise exorbitantly. Simple justice also requires us to protect the families 
of our soldiers, who move to the areas where military camps are being 
reopened or expanded. . 


